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Abstract: 
 
Islamic banking is a new industry that has been expanding globally. Currently, there exist 
more than sixty banks and financial institutions that offer Shariah complaint products. A 
few among them are being operated under the Islamic rules and regulations. However, 
most of them practise in a dual system. Since Islamic finance is closely related to religion, 
it is different from conventional banking in many aspects. The main difference is that 
Islamic banks do not pay or receive interest. To satisfy the Islamic principles, Banks and 
financial institutions have developed new instruments satisfying the Shariah requirements 
and regulations. Through this study we find that the products offered by Islamic Banks are 
not the best solutions that capture the principles of the Shariah rules. Further, to reach the 
ideal financing solutions, banks need to move away from the mark-up products to equity-
based solutions. With regard to the situation in Oman, political control restricts banks from 
offering interest-free products. Nevertheless, banks are trying to find ways to overcome 
this restriction.  
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Chapter 1: 
Introduction  
 8 
 
1.1 Overview:  
 
Islamic financial market has recorded a significant growth in the last 30 years especially in 
the Arab and Muslim countries. Moreover, we found many International Banks such as 
HSBC and Citibank have been targeting this market by providing Shariah Compliant 
products to their customers. The development of such concept believed to have developed 
with the opening of Islamic Development Bank (IDB) in Jeddah, Saudi Arabia in 1975. The 
main objective of the bank was to assist Muslim countries in their economic development 
by providing equity capital and loans compliant with Shariah law (M. Netzer, 2004). 
Despite the fact that IDB had a great impact on the development of the Islamic Finance, 
the laws underpinning the Islamic Finance had been established fourteen centuries ago 
when the Prophet had practised the principles of Islamic financing and taught his disciples.  
These were based on the guidance from the Muslim Holy Book, the Quran. 
 
However, the re-establishment of such a concept had re-emerged with the independence 
from the European colonial rule and the boom of oil wealth since 1970s. This was due to 
the increasing number of religiosity which stimulated the growth of Shariah compliant 
products and services in the financial sector. 
 
Today, over 100 banks and financial institutions offer Islamic products and services 
around the globe with a growth rate of 15% - 20% per year (Y. Karbhari el, 2004). Since 
then, many researchers have examined the industry to find out the growth and the 
sustainability of the Islamic Financial Market. Further, they also studied how this market 
intends to overcome the challenges and difficulties and the benefits it brings to the 
financial system as a whole.   
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This paper deals with Islamic finance in two levels. First, it seeks to unwrap the rationale 
and application of Islamic law in finance by looking at the main features that distinguish 
Islamic Finance from conventional finance. Further, it probes into the difference between 
the theory and practice of Islamic Banking, if applicable. Second, it attempts to investigate 
the requirements for establishing Islamic Finance in Oman and more precisely the pre-
requisites available for Bank Muscat SAOG to cater this market. 
 
In chapter two, the methodology followed in this study will be discussed. Chapter three will 
provide a brief description about the ideas underpinning Islamic finance. This chapter will 
also look into how Islam is a complete code of life that encompasses all human activities 
including the financial side. Chapter four, will list the differences between Islamic and 
conventional financing. Subsequently chapter five will deal with the different corporate 
instruments available under the Islamic finance umbrella. The Chapter will also examine 
how banks practice Islamic finance and whether it differs from the original theoretical 
concept discussed earlier in the chapter. Regardless of the success of Islamic financing by 
many banks, Oman is the only country in the Gulf that does not provide such financing till 
date. The following chapter will look into this and try to understand the reasons for such 
behaviour. Then, a discussion on the different pre-requisites and requirements for 
BankMuscat SAOG to offer Islamic products and how the bank can overcome the 
restriction by the Central Bank of Oman will be provided. The chapter will also deal with 
the products that could be offered to its corporate clients. Chapter eight will discuss the 
challenges facing the Islamic Finance Market and the way forward. Finally, chapter nine 
will provide the conclusion of the study. 
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1.2. Limitation of the Study: 
 
While conducting this study, the following limitations were faced: 
 
1. Difficulties in arranging interviews with executives from the Central Bank of Oman. 
Further, due to the sensitivity of the information, some individuals were not willing 
to elaborate on their opinion and in some cases they were reluctant to answer the 
questions.  In view of the above, three interviews were cancelled to avoid any 
future complications.  
 
2. In addition, limited time and scope have not permitted an elaborate analysis of the 
topic. 
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Chapter 2: 
Methodology  
 12 
 
2.1. Methodology:  
 
This dissertation attempts to examine the principles of Islamic financing in theory. In 
addition, an investigation will be taken to look at how banks comply with these rules and 
whether banks deviate from any of the laws stated by the Shariah. The pre-requisites and 
requirements to establish a Shariah compliant division within Bank Muscat SAOG will also 
be studied. To achieve this, the dissertation will be based on both primary and secondary 
data. The primary data is based on personal interviews. This is because these interviews 
will assist in “learning what is important in the mind of informants; their meanings, 
perspectives, and definitions; how they view, categorise, and experience” the Industry as a 
whole (Taylor, 2005). Since these interviews are time consuming, and based on obtaining 
detailed information from different perspective, a few personnel were identified. To ensure 
complete collection of data from these interviews and its objectivity, interviews include key 
representatives in both junior and senior level from the Central Bank of Oman (CBO) and 
Citibank, Dubai. A complete detail of the people interviewed is provided in Annexure 1. 
Further, Annexure 2 presents 2 samples of 2 interviews taken. In addition, the data 
presented in this dissertation is also based on intensive literature review gathered from 
different journals, dissertations, and books.  
 
There are two reasons for selecting Citibank. One, it is a pioneer in the industry of Islamic 
banking. Second, Islamic Division in Citibank acts as a window within an international 
conventional bank. Thus, it exemplifies the requirements for any bank to operate in a dual 
system. Further, to understand the requirements for BankMuscat to offer interest free 
products, the case of Oman will be analysed and interviews with executives from the 
Central Bank of Oman were conducted. It is important to note that the data gathered from 
the interviews conducted represent the points of view of the individuals interviewed and 
not of the Bank. 
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Chapter 3: 
Revolution of Islamic Financing 
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3.1 Introduction:  
 
It is very important to understand the basis on which Islamic finance obtains its rules and 
guidance. Therefore, this chapter will focus on explaining the basic concept of Islamic 
economics which serve as the foundation of the Islamic finance that is being practiced by 
many Banks and Financial Institutions. It will also show how Islam is not merely a religion 
but a complete code of life. In other words, it is the primary source of guidance in all 
aspects of life no matter how small or big it is. 
 
3.2 Ideology of Islam: 
 
Islam is one of the world’s three major monotheistic religions other than Judaism and 
Christianity. Though they share the same historical origins and hold many beliefs in 
common, Islam has its own distinctive features. In Islam each person is responsible of his 
or her own salvation which is achieved through faith and good deeds and by obeying the 
Creator’s laws which are stated in the Quran and explained and elaborated in the Sunnah 
i.e. by the Prophet (A. Venardos, 2006). 
 
Islam as a religion has been around for more than 14 centuries. Its main principle is unity. 
This idea along with other objectives and rules underpinning Islam were all communicated 
through the prophet Mohammed, the final messenger.  Based on his teachings, Islam is 
believed to be the way to the perfect life since it provides mankind with all required rules 
and assistance in all aspect of life i.e. social, political, economical, and financial.  
 
As mentioned, the concept of unity is the main principle that underpins the Islamic 
ideology. It is mentioned in the Quran that in life all matters are interactively related 
between the Creator and the creation. In addition, all resources available to human being 
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belong to Allah i.e. the Creator, and all matters are primarily determined by Him and His 
Divine Law (M. Choudhury, 2000).  As per Iqbal (2007), there are three fundamental 
principles guiding the religion of Islam:  
  
1. The unity and oneness of the creator “Tawhid”: 
This is the main principle that distinguishes the ideology of Islam. In Islam, a person is 
taught to believe that there is only one creator and mankind has been placed on this 
earth to pursue his own perfection. Such belief results in taking human life away from 
the materialistic dimension of life. 
 
2. The prophethood “Nubuwwa”: 
The second point is based on the belief that the prophet Mohammed is the last and 
final messenger sent by Allah i.e. the Creator. Further, he brought to mankind the 
perfect rules and guidelines to make life meaningful in this world. In addition, his words 
and deeds presented a prototype of how human should live a life of justice and 
equality.  
 
3. The ultimate return of everything is to the creator for the final judgement: 
Muslims believe that at some point in this life, Allah i.e. the Creator will call for all 
human for a “final, definite account followed by judgement” (Z. Iqbal and A. Mirakhor, 
2007). Thus, at that point each person will see his/her actions and accordingly receive 
the reward/punishments. 
 
Thus it could be understood that in Islam, Allah i.e. the Creator, is the ultimate owner   
of all resources. However, mankind have been given the permission to utilise these 
resources in a way that will benefit them and the society. Based on such ideology, 
Islam aims at establishing justice, moral and viable social order through human’s life 
 16 
and in all aspects. By believing in this ideology, Mankind agrees to abide by the Islamic 
rules in all areas of their public and private affairs. 
 
3.3 Islamic Economy: 
 
As mentioned earlier, Islam provides the rules for all aspect of life including the 
financial activities. Thus, dealing with money should conform to the framework of 
Islamic law which is mainly based on the Quran and the Sunnah i.e. rules 
communicated by the Prophet Mohammed. The aim is to eliminate injustice and 
exploitation in financial dealing and to create an equitable distribution of wealth by 
encouraging effort and mutual co-operation. In addition, scholars of finance and 
Shariah may further elaborate these rules as long as they do not violate the original 
rules stated in the Quran and Sunnah. In general the main objectives aimed by Islamic 
economics are the following: 
a. Each person has at least the minimum economic resources 
b. Ensure distribution of wealth by avoiding wealth being concentrated in the hand of 
few. 
c. Ensure that wealth is used in a productive way 
d. Develop an economic system where reward is based on effort leaving no room for 
idlers.  
 
By understanding these principles, individuals will focus on fulfilling the human needs 
instead of wasting resources on unproductive activities such as drinking, gambling etc. 
Besides, it encourages mankind to work and be more productive to satisfy any needs 
in a justifiable and moral way which will benefit the individual and the society.  
 
Many deem Islamic finance as a system which is against maximising wealth. 
Nevertheless, this simple description does not provide an accurate picture of the 
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system and in many cases result in confusion that Islam is against mankind improving 
their living standards. Studying both the Quran and Sunnah, we find that it encourage 
individuals to trade to maximise their wealth. Further, we find that the prophet himself 
was a trader. Nevertheless, Islam had stated an important condition for maximising 
wealth that is, profit is justified on the basis that one takes responsibility of the liability 
given. Moreover, that profit comes with liability and the sharing of risk. Thus, passing 
all the risks to the borrower and guarantying a positive return regardless of the 
outcome is not acceptable as it results to war with Allah, i.e. the Creator. 
 
3.4 History of Islamic Finance: 
Islamic banks represent a new phenomenon in the Banking Industry. It started with the 
establishment of the first Muslim owned banks in the 1920s and 1930s. These banks 
adopted practices of the conventional banks. Thereafter, several experiments took place 
trying to implement the right practice. This resulted in the first Islamic bank that was 
established in an Egyptian village of Mit Ghamr in 1963. However, this bank was mainly 
taking deposits as per Shariah law and had limited lending activities (A. Venardos, 2006). 
Since 1975, with the establishment of two main Islamic banks such as Islamic 
Development Bank (IDB) and Dubai Islamic Banks (DIB), a number of commercial banks 
entered into this sector. Thereafter, the growth rate of Islamic banks has outpaced the 
traditional banking. According to a study conducted by KPMG in 2006, the growth rate 
stands at 15-20% per annum that is even higher for some individual banks. In addition, a 
study conducted by Venardos shows that by 2006 there were more than 187 Islamic 
banks worldwide including Islamic finance windows established by international banks 
such as Citibank and HSBC. In addition, the total asset in the global market was estimated 
to be over $147 billion dollar (F. Ghannadian, 2004). However, in spite of the growth of 
Islamic Financial Market over the last 30 years, the average size of an Islamic bank asset 
is still smaller than that of a bank in a conventional system (Z. Iqbal and A. Mirakhor, 
2007).  
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With the continuous growth of the Industry, more initiatives were taken to streamline the 
new market. For example, recognising the need for standards, the Accounting and 
Auditing Organisation for Islamic financial Institution was established in 1990. The aim of 
this institution was to highlight the special regulatory needs for accounting and auditing in 
Islamic Financial Institutions and to provide the required guidance to Shariah Compliant 
Products. During the same period i.e. 1990s, Islamic insurance (Takaful) was also 
introduced along with Islamic equity funds and the Dow Jones Islamic Index. Later in the 
21st century, the Islamic Financial Service Board was established to deal with the 
regulatory, supervisory, and corporate governance issues of the Islamic Financial Industry 
(Z. Iqbal and A. Mirakhor, 2007).  Currently, the Industry is trying to create a common 
regulatory centre to standardise documentations, process, and approval obtained from the 
Shariah Boards.  
 
3.5 Summary: 
 
Overall, it could be seen that the Islamic Financial Industry has significantly grown over the 
last 30 years. Besides, it has attracted many Muslim and non Muslim Banks. Throughout 
its development, the industry streamlined many of its activities and is currently working on 
other challenges to improve the implementation and operations of Islamic Banks and 
Financial Institutions.   
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4.1. Introduction: 
 
This chapter will look into the main differences between Islamic and conventional banks. 
As mentioned in the previous chapter, the main objective underpinning the Islamic finance 
is the equal distribution of resources and justice in any trade transaction. Additionally, the 
chapter will list other characteristics that differentiate the Islamic financing from the 
existing Banking.  
 
4.2. Main Characteristics of Islamic Finance:  
 
So how does Islamic finance differ from conventional finance? As per Netzer (2004) 
Islamic instruments are “those instruments that do not contravene prohibitions in Islamic 
revelatory texts against riba ‘interest’, gharar, ‘speculation’, in business transaction”. From 
this, the fundamental characteristics that differentiate Islamic finance from conventional 
finance are as follows:  
 
4.2.1. Prohibition of riba i.e. interest, 
The main difference between the existing banking system and the Islamic banking is that 
the latter is not allowed to deal in interest. This prohibition had been stated 14th centuries 
ago based on a direct prohibition stated in the Quran “Allah Forbids riba and permits trade”. 
Besides, Islam shows that dealing in riba is a major sin that could lead to a war with God 
“Those who eat riba will not stand (on the day of resurrection) except like the standing of a 
person beaten by Shaitan (Satan) leading him to insanity”(The Quran). Nevertheless, 
there has been heated debate on the meaning of riba that is prohibited in Islam. Many 
argue that it’s not the same as interest. However, currently many scholars and researchers 
have agreed that riba is an “increase” thus it is equivalent to interest paid on loan. Further, 
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that any positive return fixed in advance on a loan as a reward for waiting regardless of the 
outcome of the project is what is being prohibited in Islam 
 
Thus, it could be said that riba is “anything big or small, pecuniary or non pecuniary, in 
excess of the principle in a loan that must be paid by the borrower to the lender along with 
the principle as a condition of the loan or for an extension in its maturity” (M. Iqbal, 2005). 
Thus, any “ excess given by the debtor out of his own accord, and without the existence of 
a custom that obliges him/her to give such excess is not considered riba” (M. Iqbal, 2005). 
In addition, Z. Iqbal and A. Mirakhor (2007) defines riba as‘’ the practice of charging 
financial interest or a premium in excess of the principal amount of a loan.” To simplify the 
definition of riba, he states four main characteristics which have been agreed by many 
researchers and scholars. First, it is a positive and fixed ex-ante. Second, it is linked to the 
time period and the amount of the loan. Third, its payment is guaranteed regardless of the 
outcome or the purpose for which the principal amount was borrowed. Lastly, the state 
apparatus sanctions and enforces its collection. Thus, the availability of these 
characteristics in any financing is prohibited since it is considered as a representation of 
riba which is prohibited in Islam. It should be mentioned that Islam prohibits not only the 
payment of interest on loans but also receiving interest on deposits. 
 
By this prohibition, Islamic finance is trying to achieve a system where return is linked to 
the risk that the borrower or lender is taking. Thus, moving away from guaranteeing a 
return to the financier regardless of the outcome of debt as practiced by conventional 
banks.  Despite this, many view Islamic Finance as a system that does not reward capital 
or price risk. Looking at the principles underpinning this system, it could be seen that Islam 
offers a better way in pricing and rewarding capitals as it reflects the actual risk taken by 
the lender and borrower. 
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Some researchers believe that the prohibition of riba that is referred to in the Quran is only 
meant on consumer loans since “institution of riba was used by moneylenders to exploit 
poor people in the time of need” (Z. Iqbal and A. Mirakhor, 2007). However, looking at the 
economy during that period which was based mainly on agriculture, it is reasonable to 
assume that non-consumption loans existed to assist farmers to buy seeds etc. Further, it 
is known that the business community in Mecca was very sophisticated and was part of a 
bigger community in which many traded on riba basis. Thus assuming that such concept 
was related only to the consumption side is inaccurate as the history shows the 
movements of financing modes from loans to partnerships to comply with the Shariah. 
This, therefore, confirms that the prohibition of riba was for both commercial and 
productions financing (S. Ellouz, 2004). 
 
Other argument against the Islamic view about Interest is that it does not include the time 
value of money. However, scholars argue that Islam realise the time value of money but it 
has its limitations. This is because time itself does not give a yield and profit is only 
created when economic activity is undertaken. Therefore, investment lenders can be 
compensated for value of time in sales however the same is prohibited in loans.  
 
The practice of interest is not only confined by Islam, many thinkers and religions have 
also agreed to the Islamic view on interest/ riba. This had existed long time ago over 
several traditions, civilizations and religions. As per Iqbal (2005) both Judaism and 
Christianity were against the practice of interest.  For instance under Judaism, Israelites 
were forbidden to demand any increase on the principal amount to the sum lent in 
transactions among themselves but it was acceptable to charge others interest since no 
law at that time prohibited the practice of interest with foreigners. As with Christianity, 
individuals were asked to “lend free” in the old days. However, the church gradually 
changed its doctrine to what is being practiced today (M. Iqbal, 2005).  
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Further, many economists tried to find a justification on interest based financing. The 
results of these researchers indicated that interest was the cause of creating instability in 
the economy. They also found that interest based systems is mainly determined by the 
profitability of the investment where market rates is determined by monetary forces in the 
loanable market i.e. money supply growth and bank credit creation (S. Ellouz, 2004).  
Khan (1990) believes that Islamic economic provides more stability to the economy. 
Further, that it allows banks to adjust to any shock that can lead to banking crisis. Since 
“equity based system can absorb any shocks by changes in the nominal price of shares 
held by the public in banks. This in turn results to the real values of assets and liabilities 
being equal all time “(M. Khan el, 1990).  
 
Even though the explanation behind the prohibition of riba is not given in the Quran, 
further, no detailed explanation was given in the practice of the prophet. Researchers 
believe that Islamic principles were the outcome of actual implication and not direct 
reference in the Quran or Sunnah (M. Choudhury, 2001). As per Iqbal (2007) this was the 
case because riba was well developed and known at the time of the revelation. Thus, the 
prophet did not feel the need to explain it. Further, looking back at the history of the 
Arabian peninsula and how well developed was the trading amongst them and other 
countries it shows clear evidence where the prophet have changed a lot of the way Arabs 
traded to ensure its suitability to the Shariah i.e. Islamic law.   
 
However, scholars where able through research to state the reasons behind prohibiting 
interest in financial transactions. Below are some of the reasons that were identified (Z. 
Iqbal and A. Mirakhor, 2005):  
1. It’s unfair. A contract based on interest could result to injustice to one of the parties. 
For example, in the case of loss, the borrower not only loses his/ her labour but will 
also have to return the principal amount along with the interest to the lender. This 
practice is inequitable since the lender is guaranteed his return whether; the 
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borrower makes a profit or loss. The same could also happen to the lender. Most 
lending happens to large organisations in which interest rates offered are usually 
lower than what is being offered to smaller companies. Thus when the lender takes 
away the administration cost from the interest rate he remains with a small portion 
of the profit which is then distributed to the depositors. Thus leaving the lender with 
small margin or in some situations with a negative margin. Therefore, it could be 
said that if the lender based its transaction on the profit sharing system i.e. the 
system recommended by the Islamic finance, it could have amended the rate of 
return according to the market situation. 
 
2. Islam prohibits riba because such return on capital is taken without effort and false 
creation of value where it should be a result of investment, labour and other 
activities (S. Ellouz, 2004). 
 
3. Muslim jurists consider money as potential capital rather than capital itself. This 
means that investors can’t earn money from money and the only way to increase 
the wealth is by investing this money in a productive project which then turns it to 
capital that is entitled to a return. The same has also been stated by Medieval 
scholars (M. Paul, 1999). However, it should be noted that Islam allows the 
exchange of money for money but without any increase because any unjustifiable 
increase is known to result in dealing with interest.  
 
4. In an interest based system, banks focus on profit. This in return discourages 
innovation particularly from small entrepreneurs, as banks tend to finance large 
organisations with good credit rating rather than the soundness and productive 
projects.  
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However, it is important to note that what is prohibited in Islam is the payment or receipt of 
any fixed or predetermined return on financial transactions but not the uncertain rate of 
return represented by profit (M. khan el, 1990). 
 
4.2.2. Prohibition of gharar or maysir:  
The second principle is the prohibition of speculation and gambling activities. This means 
that any uncertainty created due to lack of information or control in the contract is banned. 
For example, transactions where the seller is not in a position to hand over the goods or 
service, speculative investment where the seller does not know the exact outcome of the 
investment or transactions where the buyer is not given the chance to inspect the goods 
before purchase. However, Islam realises that not all uncertainty can be detailed and 
acknowledged. Therefore, high risk of uncertainty is what’s prohibited in an Islamic 
contract.  Thus, limited uncertainty is acceptable if the following conditions are available: 
(A. Venardos, 2006): 
- Goods or service exists 
- The characteristics of the goods/service are known 
- The selling party has control over the goods/ service and is able to deliver it to the 
buyer 
- The date of delivery is known and specified.  
 
From the above, it could be said that Islamic law is trying to ensure that both parties have 
full knowledge and information about the transaction that they are entering and that 
information asymmetric that faces most deals does not exist. Further, that none of the 
parties can benefit from the lack of knowledge of one party which ensures fair and 
justifiable way of trading.  
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4.3. Other Features of Islamic Financing System: 
 
In addition to the above differences, there are other characteristics that distinctive Islamic 
financing from the existing system:  
 
a. Profit Sharing System:  
With the prohibition of interest in financial transactions, many speculated about how Banks 
would be able to offer any service or products to their customers. As we mentioned earlier, 
even though Islam prohibits interest, it encourages trading. Further, it recommends a 
system that is based on sharing both risk and rewards. It therefore, encourages the 
financier and borrower to deal as partners and share the profit and loss according to the 
risk taken by each party and their capital involvement. By using such a system it 
encourages economic growth and distribution of wealth since it does not limit it to the rich. 
It further ensures that profit is legitimately created since effort and /or risk have been 
involved in its acquisition and that no guaranteed reward is given especially in the event of 
loss. 
 
b. Asset Backed Finance (M. Usmani, 2005): 
One of the most important features of Islamic Financing is that its asset backed. As 
mentioned, Islamic banks can not deal in money and money paper only as practiced by 
conventional banks. This is because, money is considered as a subject matter of trade 
and a medium of exchange. Therefore, all Islamic financial solutions must be based on 
illiquid assets which create real assets and inventories. The same should be applied on 
both the liability and asset side of the balance sheet. Nevertheless, such assets cannot 
include gold or silver, as they are considered as medium of exchange i.e. similar to money. 
Thus gains from exchanging it could not result to any profits. 
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c. The Relationship Between the Bank and the Customer:  
Since paying or receiving excess amount on money is prohibited, most Islamic Banks 
base their finance on either the mark-up or partnership solutions. In both cases, the 
relationship between the bank and client changes from a normal credit and debt 
relationship to a partnership. This is because in both case, the bank either purchase the 
commodity for the client or enters into a partnership with him.  
 
d. Restricted Assets or Financing:  
Islamic banks are restricted in the activities that they can finance. This is because, they 
cannot provide financing for any purpose which is either prohibited in Shariah or is harmful 
to the moral health of the society. An Islamic bank, for example, would not finance trade in 
alcohol, or provide a real estate loan for the construction of a casino. Thus, only those 
activities that do not violate the Shariah principles are qualified for financing from such 
banks. 
 
4.4. Characteristics of Shariah Compliant Instruments: 
 
The need to avoid both interest and uncertain risk places great challenge on Islamic banks. 
This is due to the need to innovate new instruments which satisfy the Shariah laws. In 
view of this, Molyneux (2005) indicates that there are four main guidelines that need to be 
followed to engineer Islamic financial instruments:  
 
1. Consciousness: 
Both parties involved in the contract need to willingly agree on the terms and 
conditions of the contract. Therefore, any unconsciousness in the contract regards it to 
be invalid.  
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2. Clarity: 
All parties are fully aware of the implication of the conditions and no ambiguity (maysir) 
is surrounding the contract.  
 
3. Capability 
Both parties are capable of performing their part of the contract.  
 
4. Commitment 
Both parties are committed to the conditions and have no intention to violate it or 
undertake any tricks to void it.  
 
However, it should be noted that these do not represent all the conditions needed to 
design an Islamic financial instrument. Nevertheless, it helps cover almost all of the 
requirements under the Shariah law (M. Iqbal el, 2005).  
 
Based on the above, Islamic banks can practice its banking systems through the following 
three modes (B. Bashir, 1983): 
1. Charge fixed fee on providing services such has transfer of funds, consultancy 
services etc 
2. Raise funds by maintaining interest free current accounts or funds can be acquired 
on profit sharing basis.  
3. Lend money with no interest or on profit and risk sharing like Musharaka, 
Mudaraba etc.  
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4.5. Summary:  
 
It could be seen that the differences between the two systems emerges from the 
philosophical and ethical viewpoint. The conventional system is based on the philosophy 
and principles generating capitalist system which considers the individual as the sole 
owner of his/her property with absolute right. On the other hand, in an Islamic system, man 
is only a trustee since all available resources are owned by the Creator (M. Loqman el, 
1999).  
 
Other major differences are that Islam forbids both “riskless gain as in the case of riba and 
transactions based entirely on risk” (M. Netzer, 2004). It asks mankind to earn profit by 
taking risks but not gambling i.e. “risk neutral, neither seeking speculative gain nor hoping 
to lock down all risk with fixed returns” (M. Netzer, 2004). This results to Islamic banks, in 
theory, being more concerned with the viability of the project and the profitability of the 
operations instead of the size of the collateral or the credit worthiness of the corporate.  
 
To conclude, it could be said that Islamic Banks are based on risk sharing, emphasis on 
productivity and moral dimension. 
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Chapter 5: 
Different Islamic Financial 
Instruments 
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5.1. Introduction:  
 
Based on the Islamic ideology, Islamic banks are supposed to offer products and services 
that are consistent with the religious belief and cultural characteristics of the Muslim 
societies. Accordingly, any financial solution should emphasize on the idea of profit and 
loss sharing and exclude any debt like instruments to avoid having any prohibited element 
in these financial instruments.   
 
Like conventional banks, Islamic banks are “intermediary and trustee of other peoples 
money with the difference that it shares profit and loss with its depositors and investors” (H. 
Dar, 2001). They also include similar activities such as foreign exchange transactions, 
domestic and international transfers, letter of credit, and availing of safe custody (S. Ellouz, 
2004).  
 
As mentioned, Islamic law prohibits interest, resulting to the need to develop new financial 
instruments that does not include such element to enable Islamic banks to operate. This 
chapter will provide an overview of the most common Islamic instruments used. Many 
argue that the financial instruments offered are not based on profit and loss sharing i.e. 
equity base. Besides, they are very mush debt-like in nature (T. Yousef, 2000).  Therefore, 
the chapter will also study these products to see if there is any departure from the Islamic 
principles set by the Shariah scholars. In addition, we will see whether practicing Islamic 
banking results in better social welfare. The outcome in this chapter is based on previous 
researches done along with answers obtained from interviewing executives from the 
Islamic Division within Citibank, Dubai.    
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5.2. Sources of Funds: 
 
Islamic banks depend currently on four main sources of funds. These include shareholders 
funds, current accounts, saving accounts and investment accounts. However, Islamic 
banks cannot raise funds by issuing bonds and debentures since interest is paid on these 
securities.  
 
In short, shareholders’ fund is the only equity raised by the Bank. This also covers any 
reserve accumulated by the bank over the years. Nevertheless, Islamic banks cannot 
issue preferred shares because holders of these shares are paid fixed dividend which is 
prohibited (R. Karim, 1996).  
 
The other major way to raise funds is through the investment and saving account. Under 
Investment accounts, the bank enters into an agreement with the client to invest their 
funds as per Shariah rules in either restricted or non restricted investment, depending on 
the type of agreement signed. These investments are based on the profit and loss since 
predetermined rate of return is not acceptable. One of the main characteristics that 
differentiate it from conventional deposits is that, the Bank is not obliged to return the 
funds to its clients in the event of loss since both the client and the Bank share the profit 
and loss. However, it is not the same when dealing with current account. This is because 
under such product, the client has the right to withdraw their funds on demand and without 
the prior consent of the Bank. Therefore, the bank is obliged to return their funds in the 
event of loss however; the bank does not pay them any return since they are taking all the 
risk (R. Karim el, 1996). Lately, Islamic banks and financial institutions have proposed new 
instruments to raise funds. Below is list of these different instruments (IIBI, 2006): 
- Islamic Certificate of Deposit 
- Islamic Certificate of Investment to provide finance for a specific project 
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- Islamic Certificate of Investment to provide finance for a specific field of activity 
- Sharing income Bonds.  
 
In practice we find all banks accept deposits on Mudaraba basis. The main procedure 
followed by these banks is as follows (IIBI, 2006): 
- The depositor assigns the bank the right to invest the deposited amount in either 
restricted or unrestricted investments. The importance of this step is that if the 
depositor does not provide the Bank with such assignment, the bank may not use 
the funds and it is then treated as current account.  
- The bank then invests the deposited amount without any guaranteed return.  
- At the end of each quarter, the bank announces its overall profit and distributes the 
depositors’ reward in proportion to their investment.  
 
From the above, it could be seen that Investment account holders in Islamic banks are 
exposed to significantly higher agency cost than conventional banks. This is because in 
Islamic banks depositors lack the protection of being the primary claimants as creditors of 
the bank.  Further, investors take some of the portfolio risk from the owners and allow 
them to take riskier deals but at the same time give the owners a call option on the bank.  
 
However, even though in theory Islamic banks do not guarantee a fixed rate of return to 
their customers, we find that in practice banks do indicate and in many cases promise their 
client a certain level of return. Further, they support that by showing how close the 
previous rates are to the interest rates provided by conventional banks. In addition, we find 
that in many cases the same rate is offered since Islamic banks still channel their deposits 
mostly into bonds and other interest bearing instruments (T. Kuran, 1995).  
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5.3. Uses of funds: 
 
While using the funds, Islamic banks needs to ensure that any money raised is used as 
per the Shariah rules and that no violation to any of its principles occurs. They need to 
ensure that the profit gained is justified to allow them to distribute legitimate rewards to 
their depositors and shareholders. To avoid riba i.e. interest, Islamic banks developed 
what is known as interest free financing instruments. These instruments are based on two 
main principles: the profit and loss sharing and the mark up principle (Citibank Dubai, 
2007).  It is worth mentioning that the profit and loss sharing is the most accepted mode of 
financing and is considered the foundation of Islamic financial transactions.  
 
5.3.1. Mark-up Financial Instruments: 
 
Under the mark-up root, the Bank purchases the assets in exchange for a negotiated profit 
margin. The main available instruments are: 
 
5.3.1.1. Murabaha 
Murabaha originally is a kind of sale in which the seller agrees to purchase a commodity 
on a certain profit added to the cost. Both the cost and the profit are disclosed between the 
sellers and the buyers. Thus, originally Murabaha was not a mode of financing (M. Usmani, 
2005). However, due to the practical difficulties in using the ideal mode of financing i.e. 
Musharaka and Mudaraba, the Shariah scholars have allowed the use of Murabaha 
transaction on deferred payment as a temporary mode of financing. Nevertheless, they 
have stipulated certain rules and conditions. The main features are as follows (M. Usmani, 
2005): 
1. The subject must exist at the time of sale  
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2.  The subject of sale must be in a physical or constructive possession of the seller 
at the time of sale. By ‘Constructive Possession’ it means that all the rights and 
liabilities of the commodity are passed on to the buyer including all types of risks 
even though the buyer has not yet taken the physical delivery of the commodity (M. 
Usmani, 2005).   
 
3. The commodity is owned by the seller before entering into the sale agreement.  
 
4. The sale is instant and absolute. Therefore, any sale which is attributed to a future 
date or a sale based on a future event is void and violates the Shariah laws.  
 
5. The commodity must be clearly specified and known to the buyer i.e. no 
information should be concealed from the buyer.  
 
6. Once the price is fixed it cannot be changed or renewed since the transaction is 
based on the purchase of real commodity and not on a fake transaction. Further 
because once the deal is done, the amount specified turns to a debt that the buyer 
owes to the financier. Therefore, any increase would be considered interest, which 
is prohibited by the Shariah laws.  
 
7. It cannot be used where no real commodity is purchased. Therefore, it can’t be 
used to pay electricity bills, or other utilities, staff salary etc. Also, it cannot be used 
where the commodity has already been purchased by the buyer. 
 
Since banks are not into trading, financier enters into an agency agreement with the buyer. 
By doing so, the bank assigns the buyer the right to buy the commodity on his behalf 
which allows the bank to comply with the Shariah laws and allow the bank to own the 
commodity for sometime. Accordingly earn a legitimate profit for the risk taken.  However, 
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due to the close similarities between Murabaha and conventional loans, banks and 
financial institutions should realise that Murabaha is a borderline and any slight departure 
from the prescribed procedure could convert it to a loan. Below is the procedure as stated 
by the Scholar Usmani (M. Usmani, 2005): 
 
- First: the client and the institution sign an agreement whereby the bank promises to 
buy and the client promises to purchase from the financier at a pre determined 
price. 
 
- Second, when a commodity is required by the buyer, the bank assigns the buyer 
as an agent to purchase the commodity on its behalf 
 
- Third, the client purchases the commodity on behalf of the financer and takes 
possession of the goods 
 
- Fourth, the client informs the banks of its intention to buy the commodity and 
makes an offer to purchase the product.  
 
- Fifth, the bank accepts the offer and signs the sale agreement where the 
ownership and risk is transferred to the buyer.  
 
The most essential element is that the risk of the commodity remains with the bank before 
selling the commodity to the client. However, in practice, banks and financial institutions 
often make the following mistakes (M. Usmani, 2005):  
 
1. Regardless of the restriction stated by the scholars, we find banks and 
financial institutions misuse the Murabaha mode of financing further, they 
use it for all kinds of financing including fake transactions.  
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2. All documents are signed at the same time which does not allow banks to 
really own the product and take the risk during the sale agreement.  
 
3. In some cases, clients sign all the documents required under a fictitious 
commodity to get the funds and use them for other purposes.  
 
4. We also find many banks just change the word interest to profit and 
maintain the exact procedure as the conventional loan.  
 
5. Once the product is bought by the client, Murabaha mode of financing 
cannot be provided. However, nowadays we find many banks follow this 
procedure to provide funds to their clients.  
 
6. International commodity transactions are often resorted for the liquidity 
management. However, many banks enter into an asset-based deal and 
ignore the commodity operations in the international market. In some 
situations, no delivery of product occurs or real commodities are subject to 
forward sales and short sales which are prohibited. 
 
Therefore, when analysing the structure of a Murabaha transaction, the result looks a lot 
like a normal conventional transaction. This is even more emphasised when both the rate 
of return and the cost of capital are the same. In addition, considering the mode of 
financing, the bank’s ownership generally lasts just a few seconds, so its risk is negligible. 
Therefore, it could be said that Murabaha serves as a”cumbersome form of interest” (T. 
Kuran, 1995).   
 
With regard to the issue of using interest rates based on the Libor as a benchmark in 
determining the rate of return, Usmani argue that the same is acceptable as long as there 
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does not exist any other alternative rates or way to determine the cost of funding. Also, 
Islamic banks don’t have the expertise to adequately distinguish between bad and good 
opportunities and they fear that they end up with bad choices resulting in having more 
losses than profits (T. Kuran, 1995).    
 
However, further studying the structure it is seen that a Murabaha transaction is based on 
a trade structure where the normal structure is interest based which is prohibited in Islam. 
From this it can be said that Murabaha is a thinly veiled version of a normal loan however 
it is based on trade transaction which is one mode of financing that is acceptable in Islam. 
In addition, scholars argue that reaching the same outcome as a normal loan does not 
matter as long as the structure follows Shariah laws (M. El-Gamal, 1996). Nevertheless, 
due to the similarities, Usmani, Shariah scholar, highlighted that any “slight departure from 
prescribed procedure is a step in the prohibited. Therefore, it should be carried out with 
due diligence and no requirements of Shariah should be taken slightly (M. El-Gamal, 
1996). 
 
5.3.1.2. Ijarah 
Ijarah is another mode of financing which is based on the mark-up mode of financing but 
intends to give something on rent. As per Usmani (2005) the term Ijarah in the Islamic 
jurisprudence is used in two different situations. The first type means “to employ the 
services of a person on wages given to him as a consideration for his hired services” (M. 
Usmani, 2005). The second type of Ijarah relates to the usufructs of assets and properties. 
Therefore, it is not the sale of a tangible asset; instead, the financier sells the right to use 
the object for a specified period (Z. Iqbal and A. Mirakhor, 2007). This type of Ijarah is 
more relevant and is the financing tool used by Banks and Financial Institutions. Below is 
the procedure of the Ijarah financing structure (Citibank Dubai, 2006): 
 
a. Financiers buy certain assets like machinery, property etc from the supplier.  
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b. Financiers pay the purchase price equal to the facility amount to the supplier.  
c. Upon delivery of the assets, the financier leases the assets to the customer for the 
agreed tenor.  
d. Then the customer pays to the financier the lease rentals comprising principal 
amortisation and lease returns.  
e. At maturity, the financiers sells the assets to the customer at a pre-agreed price 
(usually the original acquisition cost minus all principle amortisation payments 
already made).  
f. If the principal amount has been fully amortised during the life of the lease, the 
financier transfers the assets back at a nominal price or as a gift. 
g. If the customer defaults under the lease i.e. fails to pay any lease rentals, the 
financiers terminates the lease or sells the assets back to the customer at a pre-
agreed price.  
 
Just like in a Murabaha, the financier appoints the customer as an agent for the bank to 
purchase the commodity required before selling it to the customer himself. However, to 
ensure full compliance with the Shariah law, the following features should exist (Z. Iqbal 
and A. Mirakhor, 2007): 
 
a. The lessor is the owner of the asset to be leased. Thus, “anything which cannot be 
used without consuming cannot be leased out such as eatables, fuel, and 
ammunition” (M. Usmani, 2005).  
 
b. The lessor is expected to maintain the property in a way that enables the lessee to 
benefit from it. Thus the lessor is expected to arrange for any required insurance to 
protect the asset against loss or damage.  
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c. All liabilities emerging from the ownership shall be borne by the lessor, but the 
liabilities referable to the use of the property shall be borne by the lessee. 
 
d. The lessor maintains certain costs such as the maintenance of the property.  
 
e. The leased asset shall remain in the risk of the lessor throughout the contract 
period. 
  
f. The rental is determined in advance. However, it is acceptable to fix the rents for 
different phases as long as the rent for each stage is pre-determined. Failing to do 
so results in the contract being invalid. However, some scholars have allowed the 
financier in long term financing to tie up the rental with a variable benchmark, 
which is well known and defined such as LIBOR since it does not leave room for 
disagreements and confusions. The reason for accepting such benchmark is the 
lack of other modes of calculating the rental and cost of funds (Citibank Dubai, 
2007). However, Shariah scholars encourage financiers to avoid using interest 
rates enabling to distinguish between Islamic modes of financing and conventional 
ones.   
 
g. In many cases this contract could end with the transfer of ownership to the lessee. 
This is done through another contract that allows the lessee to own the property 
either by paying a final lump sum or the lessor agreeing to give it to the lessee as a 
gift. 
 
h. “It should be remembered that the lease certificate must represent ownership of an 
undivided part of the asset with all its right and obligations” (M. El-Gamal, 1996). 
Misunderstanding this concept and representing the financier with an aim to claim 
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certain part of the asset only without assigning him the ownership of the full asset 
is not acceptable (M. El-Gamal, 1996).   
  
This mode of financing is becoming a common mode for long term financing since it allows 
the renewal of rental amount throughout the contract period. Further, it is widely used 
because of its similarity to the existing lease financing offered by conventional banks.  
 
As per the Scholar Usmani, in Ijarah financing solution, the Bank should maintain the 
direct risk associated with the financed asset throughout the life of the lease and during 
the period of the purchase and resale. However in practice we find banks pass such risks 
to the customer. The same have been accepted by some scholars on the basis that banks 
are not in the business of real estate or trading. In addition, the bank still bears some risks 
like default which are not transferable to clients (Citibank Dubai, 2007).  
 
5.3.1.3. Istisna’:  
There are cases where the commodity does not exist such as the construction of a house, 
etc. In such cases neither Murabaha nor Ijarah can be offered by the bank as a means of 
financing. To cater the need of such financing, Islamic banks have developed a structure 
which is known as Istisna’. This contract creates an “obligation on the manufacturer or 
contractor to manufacture or construct certain goods for the client”. Such obligations turn 
to a binding contract only once the work had started. Just like other structures the 
following features must exist for it to be compliant with the Shariah law: 
a. Time of delivery should be fixed in advance 
b. Detailed specification of the required goods or commodity.  
 
Worth mentioning that this contract combines two structures. First, the client enters into a 
Murabaha agreement. Once the commodity is developed, the clients enter into an Ijarah 
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agreement with the financier. Therefore, the rules and conditions of both structures should 
hold for it to be Shariah complaint.  
 
 
5.3.2. Profit and Loss Sharing Mode of Financing: 
 
The other type of financing is instruments based on profit and loss sharing. By this the 
bank “earns a return on invested funds provided that the bank shares in the risk of the 
investment and bears a loss if the project fails” (T. Yousef, 2000). This structure includes 
two main instruments: 
 
5.3.2.1. Musharaka:  
Musharaka is a partnership relationship established by more than one party through a 
mutual contract in which the parties involved agree right from the beginning of their 
partnership on the following: 
1. Distribution of profit: As mentioned earlier, partners need to agree on the 
proportion before starting the partnership. However, the ratio of profit 
should be determined in proportion to the actual profit accrued of the 
business and not in proportion to the capital invested by each partner.  
2. Sharing of loss: With regard to loss, partners suffer the loss proportionate to 
their investment.  
3. Management of Musharaka: Every partner has the right to take part in the 
management of the investment. However, the partners may agree that one 
of them carries on with the daily work and the rest be salient partners who 
are only entitled to the profit by end of each year.  
 
The most common procedure is as follows: 
 - The Bank provides a loan to the client to purchase for example a property. 
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 - The Bank then shares the income from the property according to its proportion or 
 any specified rate in advance 
 - At the same time, the client pays the instalments on the loan which reduces the 
 bank share in the property.  
 - At maturity, the client pays the full amount and owns the property.  
 
Another form of Musharaka is the diminishing Musharaka. This is where the ownership 
of the financier diminishes overtime as the customer purchase the financier share with 
each instalment until the full property or business is in the name of the customer. 
 
5.3.2.2. Mudaraba:  
Mudaraba is a special kind of partnership in which one partner gives the money and the 
other party invests it in commercial enterprises (M. Usmani, 2005). The first partner is 
called “rub al mal” while the other partner who invests the money is called “Mudarib”. 
However, in this type of contract, the partner who provides the money cannot get involved 
in how the money is invested and is not capable of participating in the management of the 
enterprise. Further, in the case of loss, “rub al mal” loses all his money where the Mudarib 
loses its time and labour.  However, this is subject to the Mudarib work being done without 
negligence or dishonesty. With regard to the distribution of profit, the scholars do not 
specify the proportion by which the profit is divided. Therefore, the profit can be distributed 
equally or in percentage. However, no pre-determined lump sum can be located or 
determined share of any party in relation to their capital.  
 
However, while examining what’s being practiced by Islamic banks, it is found that banks 
restrict the numbers of deals offered under both Mudaraba and Musharaka. The same is 
also observed from the deals conducted by Citibank, Dubai. This is because they fear that 
the customer will misuse the structure by not disclosing the accurate profit gained. Further 
the clients will use the structure to ensure that the loss falls on the financer as per the 
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Shariah laws under Mudaraba financing. However, such misconception is not valid. This is 
because just like conventional banks, Islamic banks and financial systems will have to 
undertake feasibility study on the project that they are about to undertake. Thus the 
profitability of the business need to be examined and funds should be given only if the 
business is profitable. With regard to hiding the accurate figure of profit, a well-designed 
system of auditing could assist in eliminating this dishonest behaviour. Since most clients 
will need future financing they would prefer to maintain a good record in the market. Thus, 
avoid disclosing inaccurate information.  
 
5.4. Comparing Theory with Practice: 
 
When studying whether Islamic banks operate according to the principle of Shariah. 
Evidences indicate that most of the financing solutions provided by these banks do not 
confirm to the principles of Shariah law. Instead, most of the financing provided take the 
form of debt contracts (T. Yousef, 2000).  In addition, we find that Islamic banks rarely 
offer long term financing to entrepreneurs seeking equity. Instead, most of the financing is 
based on the mark-up modes where the equity financing remained limited (M. Choudhury 
el, 2005). Besides, most financing is focused towards retails and trade finance due to the 
lower risk associated in these two sectors and the high level of security provided by the 
customers. 
 
Yousef (2000) argues that one reason for Islamic banks not to operate according to the 
Shariah laws is that it operates mainly in developing economies where financial markets 
are known to have high level of imperfect information resulting high level of agency 
problems. This provides higher risks to the financer. In addition, he argues that focusing 
on mark-up products could “stunt economic growth by constraining entrepreneurs from 
investing in new projects”. This is because in reality Islamic banks don’t offer financing 
based on the viability and productivity of the project. Instead, they base their decisions on 
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the credit worthiness of the client and the collateral provided. In other words, it does not 
allow banks to achieve the economic growth that is expected from the implementation of 
Islamic economics. Further, Dar (2001) argues that banks base their financing solutions on 
mark-up products i.e. mainly Murabaha due to the following reasons: 
1. High level of competition. Islamic banks tend to offer less risky modes of financing 
instead of profit loss sharing instruments which are not fully developed and involve 
more risks.  
2. Unfair treatment of taxation is one of the main obstacles that reduce the use of 
profit and loss mode of financing. This is because in all countries profit is taxed 
where interest is exempted on the ground that it is regarded as cost. This in return 
makes the profit loss sharing mode less reliable as a tool.   
3. Secondary market for profit loss sharing modes is not available making it less 
attractive to corporate since it does not ease the mobilisation of financial resources.  
4.  Financing depends highly on agency contract which makes it vulnerable to agency 
problems. To reduce this risk, banks base most of their financing on mark-up mode 
of financing.  
5. Lack of governance regulation to support such mode of financing. 
 
In addition, Banks are not willing to do deals on the basis of risk sharing because they fear 
that by using the profit and loss mode of financing they will run “into bankruptcy if they 
place large portion of its asset portfolio in Musharaka and Mudaraba” (M. Khan el, 1990). 
Moreover, profit loss modes of financing results in agent problems from costly monitoring 
and asymmetric information. Thus, banks may suffer from limitation in the information 
about the project quality and outcomes (M. Bellalah, 2004). Thus in return results to 
excessive dead weight loss which reduces the competitiveness of Islamic banks when 
compared to conventional banks (M. Bellalah, 2004). However, Bellalah (2004) states that 
this can be reduced because of the Muslim belief in the reward from the Creator for 
 46 
honesty. Since this belief pushes them to be more honest thus states the accurate profit 
and information about the deal and project.     
 
To conclude, it could be said that Islamic banks follow the Shariah law when dealing with 
the liability side of the balance sheet. Nevertheless, the same could not be accurately 
practiced on the asset side. Taking this further, on the asset side, we find that most, if not 
all, risks are passed to the client which result in the bank taking no risk, thus being 
guaranteed a return just like the conventional banks. Whereas on the liability side, the 
customer faces higher risk since the bank does not guarantee the return on the deposits. 
Further, the rate of return depends on the overall profit of the bank. Researchers have 
referred to this a Shariah Arbitrage since the Bank is the beneficiary in either way.  
 
In addition, the claims that the existing dealings and transactions of Islamic finance are in 
full compliance with the Shariah laws is inaccurate.  As it has been seen, banks find it hard 
to comply with Shariah principles. Therefore, they try to avoid this by offering mark-up 
products instead of profit and loss sharing mode of financing. 
 
With regard to early and late payment penalties, Islamic banks are not permitted to charge 
penalties on late payments. This is because when a payment is due it turns to a debt 
payment which is subject to all rules for a debt. Thus any increase on the amount due is 
riba which is prohibited in Islam. However, to avoid any adverse consequences from the 
misuse of this feature, scholars have accepted that Islamic banks charge a fixed amount. 
However, the same can not be added to the profit of the banks and should be given to 
charity purposes (M. Usmani, 2005). They therefore, recommend that the bank maintain a 
charity fund in which all penalties can be credited to avoid having it mixed with other funds.  
The same is also implemented by Citibank, Dubai. 
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On the other hand with early payment no rebate can be claimed by the client. Especially in 
a Murabaha transaction since the amount is predetermined. However, the Bank or 
financial institution can forgo part of the price without making any pre-condition in the 
agreement.  
 
5.5. Existing Corporate Products: 
 
Based on the previous mode of financing, banks decide on the best instrument to offer to 
their clients. Focusing on the products offered to corporate clients, below is a list of 
products offered to corporate clients using Islamic instruments: 
 
5.5.1. Overdraft Facility (OD): 
Banks offer overdraft facility mainly on Murabaha instrument where the bank purchases 
what is required by the client. However, under this structure, the bank cannot offer any 
cash to the client. Therefore, to satisfy this need, some scholars have approved an 
instrument called Tawarruq. Tawarruq or what is known as reverse Mudaraba is the only 
available instrument which ends up by providing cash to the client. The client in this 
structure enters into two Shariah compliant agreements. First, the buyer buys a commodity 
from the bank on credit basis. Once the commodity is purchased, it is immediately sold to 
a third party at spot price which is lower than the purchase price and the buyer ends up 
with cash (Z. Iqbal and A. Mirakhor, 2007). This structure is new in the Middle East. 
However, it has not received wide acceptance especially from Islamic banks in Dubai. 
According to the opinion of an executive from Citibank, Dubai, the same is used only as 
the last option due to the suspicions that surround the structure since it opens the door to 
interest bearing deals and could be based on fictional deals. Therefore, scholars have 
agreed to its use only when the client has urgent needs and there is no other alternative. 
However, other banks especially in Saudi Arabia don’t mind offering it regardless the need.  
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However, as per Usmani, the purchase of the commodity from the client himself on buy 
back agreement is not allowed. This is because, Murabaha based on buy back is nothing, 
but an interest based transaction.  
 
5.5.2. Line of Credit (LC): 
Under the Shariah laws, the bank opens an LC just as a conventional bank does.  The 
only difference is that the bank in this case is the buyer of the goods. Once the goods 
arrive, the bank takes the delivery and sells them to the client on the basis of Murabaha. 
Therefore, all the conditions under this instrument should hold. When payment is made, 
the bank endorses the Bill of Lading in favour of the client. Along with the profit gained, the 
Bank also charges the client some fees towards the service provided. 
 
The Bank could use the Musharaka instrument too. However, due to the high risk involved 
in it, banks mainly base it on Murabaha.  
 
5.5.3. Guarantee: 
“A guarantee is an agreement whereby the guarantor assumes the responsibility for the 
discharge of the other person’s obligation in the event of failure” (IIBI, 2006). In practice, 
banks issue guarantees on behalf of their clients on the basis of charging a commission. 
The amount of commission can be a fixed amount or as a percentage of the guaranteed 
amount without relating it to the duration.  
 
5.5.4. Loans (short, medium, long term): 
Based on the requirements of the client, the bank arranges the suitable instrument that 
satisfies the clients need and represents the least risk to the bank. This could range from 
Murabaha to either equity instruments i.e. Musharaka or Mudaraba. Nevertheless, most of 
the financing is based on the mark-up instrument.  
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5.5.5. Project Finance: 
When studying financing for big projects such as Sohar Aluminium for USD 260 million, 
Islamic banks provide tranche only. The same has been accepted by many scholars due 
to the large amounts of these projects which cannot only be handled by Islamic banks. 
Nevertheless, scholars do state that funds are segregated and that separate accounts are 
kept for funds used from Islamic Banks. Below is an example of a structure done by 
Citibank Dubai where it shows a combination of instruments used to satisfy the client’s 
needs within the framework of the Shariah (Citibank Dubai, 2007): 
 
a. A special purpose vehicle (SPC) would be incorporated in a suitable 
offshore jurisdiction to facilitate the Islamic financing. The shares of the 
SPC would be pledged to the financiers. 
b. The SPC would enter into a Procurement Contract with the Project 
Company as the contractor to procure the construction of certain assets. 
The Islamic facility will be disbursed to the project company as phase 
payment under procurement contract (Istisna). The SPC will make 
corresponding payments to the supplier.  
c. The SPC would simultaneously enter into a forward lease of the designed 
assets to the project company for certain duration. The project company 
would pay semi annual lease rentals (usually compromising lease return 
element only) during the pre-delivery stage under the forward lease.  
d. Upon construction and delivery of the designed assets by the supplier to 
the project company, the title to the designated assets would be 
immediately transferred to the lease return element plus the principal 
amortisation during the post delivery stage under the lease.  
e. The Islamic investors would appoint the SPC as their investment agent to 
enter into on their behalf the Istisna’, Ijarah, and all other related 
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transactions. The Islamic investors would provide their participation 
amounts under the Islamic facility through the investment agency 
agreement.  
f. To facilitate the disbursement and the arrangement of the Islamic facility, 
one of the participating banks would be appointed as the Islamic facility 
agent.  
g. To ensure that certain terms of the Islamic facility are in common with the 
conventional facilities, an Islamic facility agreement is entered into and the 
inter-creditor agent representing the conventional facilities would be part of 
it.  
h. The SPC would be given an irrevocable undertaking to sell at an agreed 
price the designated assets to the project company upon maturity of the 
lease.  
i. The project company would give an irrevocable undertaking to purchase (at 
an agreed price) the designated assets if the project company defaulters 
under the lease.  
 
5.5.6. Foreign Exchange:  
Islamic banks that offer products that mitigate the risk of foreign currency, offer it mainly on 
the basis of Murabaha. Thus, a bank buys and sells foreign currencies on a spot basis like 
conventional banks. With regard to future and options, banks are still looking for suitable 
solutions.  
 
5.5.7. Acceptance Bills: 
Islamic banks cannot offer discounting facility to their clients. This is because it is not an 
asset-based instrument. However, an Islamic bank can collect the amount due to the 
drawer of the bill from the drawee on a commission bases. Nevertheless, Banks are trying 
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to find solutions to overcome this obstacle and provide the clients with the products they 
want. 
 
5.6. Risks in Islamic Transactions: 
 
Due to the different instruments developed for Islamic banks, they usually face more risks 
than conventional banks. Below is a list of risk faced by both conventional and Islamic 
banks (figure 1). In addition, figure 2, shows the extra risks faced by Islamic banks due to 
the structure of the instruments offered by Islamic banks (Grais and A. Kulathunga, 2004). 
 
Type of risk Rationale 
Financial risk 
Credit risk 
 
The risk of counterparty failure to meet their obligations in a 
timely manner. 
Interest rate risk (a) Risk of a reduction in the value of a fixed-interest asset (e.g. 
bond) due to a rise in interest rates  
(b) Risk of an interest rate mismatch between fixed-rate assets 
and floating-rate liabilities, or vice-versa, resulting in a profit 
and cash flow “squeeze.” 
Market risk  Risk common to entire class of assets or liabilities due to 
economic changes or external events (systemic risk, e.g. 
changes in stock market sentiment, interest rates, currency or 
commodity markets). 
Liquidity risk  Risk that arises from the difficulty of trading an asset (asset 
liquidity risk) and difficulty in obtaining funding at a reasonable 
cost (financing liquidity risk).  
Settlement risk Risk that counterparty does not deliver security or its value in 
cash as per agreement when the security is traded after other 
counterparty (ies) has delivered security or cash as per 
agreement. 
Prepayment risk The risk of loans (especially mortgage loans) being prepaid 
before maturity due to a drop in interest rates.  
Operational risk  Risks associated with the potential for systems failure in a 
given market; usually resulting from inadequate internal 
processes and strategies, people, and systems, or from 
external events. 
Business risk 
Legal and regulatory 
risk 
Due to changes in the law and regulations that adversely affect 
a bank’s position. 
Volatility risk Fluctuations in the exchange rate of currencies. 
Equity risk  Depreciation of investments due to stock market dynamics, etc.  
Country risk Potential volatility of foreign assets due to political or financial 
events in a particular country. 
Event risk 
 
Unpredictable risks due to unforeseen events such as banking 
crises, contagion effects, and other factors. 
Figure 1: Risks facing Financial Intermediations  
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Type of risk Rationale 
Commodities and 
inventory risk 
Arising from holding items in inventory either for resale under a 
Murabaha contract, or with a view to leasing under an Ijarah 
contract.  
Rate of return risk Similar to interest rate risk in the banking book. However, 
Islamic Banks are not exposed to interest rate risk as such, but 
to a “squeeze” resulting from holding fixed-return assets such 
as Murabaha that are financed by investment accounts, the 
holders of which (investment account holders) expect a rate of 
return risk in line with benchmark rates. An increase in 
benchmark rates may result in investment account holders 
having expectations of a higher rate of return (see also mark-up 
risk).  
Legal and Shariah 
compliance risk 
Risks associated with the potential for systems failure in a 
given market; usually resulting from inadequate internal 
processes and strategies, people, and systems, or from 
external events. This includes legal and Shariah compliance 
risk. 
Equity position risk in 
the banking book 
Arises from the equity exposures in Mudaraba and Musharaka 
financing contracts. 
Mark-up risk  
(benchmark risk) 
Since Islamic Banks do not use interest, they use market rates 
as benchmarks in pricing their products. Hence, there is a risk 
associated with the changes to the benchmark rate (see rate of 
return risk). 
(Figure 2: risks facing Islamic Banks) 
 
5.7. Social Investment: 
 
One of the main objectives of Islamic banks is its ability to have social and development 
role in the community. In other words, Banks are expected to ensure that money is used in 
investments that provide basic necessities to society. In addition, banks are expected to 
help investors to expand economic activities and employment opportunities (A. Kulathunga, 
2004). Nevertheless, in practice Islamic banks do business like their secular counterparts. 
In other words, they are profit oriented and aggressively look for ways to increase their 
business and income like conventional banks. Thus, they are not different from other 
banks that don’t have any religious identity (T. Kuran, 1995). The same was also 
confirmed by an executive at Citibank, Dubai, who stated that the bank focuses on the 
total project and not social development. Ibrahim (2006) argues that such objectives are 
not implemented due to the lack of vision on how to put these objectives into practice. Also 
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because such system is being established from the scratch with no previous experience (B. 
Ibrahim, 2006). 
 
Finally, it can be said that the existing Islamic financing does not represent a perfect 
system. Moreover, it is faced with a lot of challenges and obstacles that need to be 
overcome. 
 
5.8. Future Products: 
 
Islamic financing is moving towards the core objective of Islamic finance. Emphasis is 
given by Shariah scholars to develop new products on the basis of profit and loss sharing 
mode of financing since it represents the ideal Islamic solution. The development of future 
Islamic financing is currently focusing on venture capital in which funds are provided to 
promising enterprises in return for some share in the company. Despite the reluctance of 
some, today we find many venture capital financing being offered in the USA, UK and 
other European countries which are compliant with the Shariah law (H. Dar, 2001). This 
indeed represents a clear evidence of the visibility of such mode of financing. Thus, what 
is missing is more investigation in the matter to provide a well-developed structure for 
profit loss sharing financing solutions. 
 
Further, we also find banks looking for Shariah compliant alternatives for the existing 
derivatives products. For example, Citibank had concluded a USD 230 million cross 
currency swap transaction for Dubai Financial to help it with the purchase of Bank Islam in 
Malaysia in 2006. The deal was based on Murabaha structure which involved cross border 
purchase (Asiamoney, 2007). Scholars have accepted this solution on the basis that it 
mitigates the risk in a transaction thus reduces the uncertainty in a deal.  
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Based on this, it can be concluded that Islamic banks are trying to come with financial 
solutions that help investors to invest as per Shariah laws. However, many argue that 
Islamic banks should not copy what is being offered by conventional banks and find 
different ways to do things (Asiamoney, 2007). Further, Kuran (1995) encourages Islamic 
banks to stop from characterising their operations as Islamic and to focus on getting 
innovative financial solutions. One way to achieve this is for banks to invest more on their 
research to develop new Islamic products. However, they need to ensure that these 
products are based on the following objectives:  
 
- Develop the application of Islamic laws and traditions to the transaction of financial, 
banking and related business affairs. 
- Promote investment companies, enterprises which are based on profit loss sharing 
investments.  
 
5.9. Summary: 
 
As per an Egyptian banker, “the existing Islamic banks are terrible failures. Their 
operations differ only cosmetically from those of conventional banks” (T. Kuran, 1995). 
This statement looks only at the limitations of the Islamic system. This is because, 
observing the development of Islamic Banking and how it managed to break though in the 
International Market to offer Shariah compliant products presents a great achievement. 
Further, developing instruments which satisfy the minimum Shariah requirements is a 
large step for these banks taking into account the existing regulations. Nevertheless, 
Banks need to remember that this is just the start of the Industry and that the ideal system 
is yet to reach. Therefore, Islamic banks should now focus on moving towards profit and 
loss financing modes. Nevertheless, such trend will be slow due to the lack of suitable 
regulations and agencies.  Nevertheless, with better standards and regulations higher 
utilization of profit and loss sharing modes could be expected. 
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Chapter 6: 
Islamic Financing in Oman 
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6.1 Introduction:  
 
This chapter will review the situation in Oman with regard to Islamic banks and financial 
Institutions. Despite being a Muslim country in the Gulf, Oman is the only country that is 
currently not offering Islamic products or finance. In view of this, this chapter will analyse 
the situation in Oman in relation to the Islamic financing system. It will also try to provide 
the reasons for such behaviour. The information in this chapter is based on interviews with 
professionals from the Central Bank, individuals involved in the Omani financial market 
and literature review.  
 
6.2. Omani Economy:  
 
In general, Omani economy is stable and growing. It is strongly oil based. However, the 
Sultanate has, through its five year plan, stated the need for diversifying its dependence 
on oil through investments in tourism and real estate, in addition to other infrastructure 
projects such as water, waste, and telecommunications. 
 
6.3. Banking Industry:  
 
Oman's banking sector consists of 14 commercial banks, nine of which are foreign bank 
branches. Three other specialized banks provide housing and industrial loans to Omani 
citizens at favourable terms (Index of Economic Freedom, 2007).  
 
The main local competitors are National Bank of Oman (NBO), Oman International Bank 
(OIB), BankMuscat, and Bank Dhofar. Since April 2007, the Banking Industry in Oman 
welcomed Bank Sohar in the market. Below is a graphical representation of the market 
share as of March 2006 (BankMuscat, 2006). 
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Figure 3: Market Share as of March 2006  
 
6.4. Omani Laws and Regulations: 
 
Before looking into the Omani economy, it is important to realise that Islamic banks 
operate in three main categories (Y. Karbhari el, 2005):  
1. Those that function within countries adopting Shariah principles such as Iran, 
Pakistan and Sudan 
2. Those that function in predominantly Muslim countries along with conventional 
banks such as most Arab and Muslim countries.  
3. Those that function in predominantly non-Muslim countries along with conventional 
banks such as Western countries. 
 
Oman operates in the second category where the main ruling is as per Shariah but 
banking and commercial laws are based on the International law and mainly the English 
law.  
 
Looking at the banking regulations, banks in Oman are not allowed to buy real estate for 
investment, nor can they lease their assets without prior approval from the Central Bank. 
Further, they cannot own any property for more than a year in which they need to get rid of. 
Other than these restrictions, commercial banks are permitted to engage in a wide range 
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of banking activities. However, banks need to obtain approval for any new product offered 
(M. Islam el, 2003). 
 
It is important to note that even though the Central Bank of Oman sets the rules of the 
Banking industry in the country, it is not independent of the government. In other words, it 
is controlled by the government. Thus, it needs to obtain its approval on any new policy or 
service that it announces.  
 
6.5. Islamic Banking in Oman: 
 
April 2007, the president of the Central Bank of Oman publicly announces that there will 
not be any Islamic Banks in Oman. Further, that the existing banks cannot offer the same 
to their clients. Nevertheless, despite the restriction set by the Central Bank of Oman, few 
banks and financial institutions do offer Shariah compliant products to their customer. Most 
of the products offered are consumer financing solutions such as car loans and Mortgage 
loans.  A list of the banks and finance companies that offer such products is given below:  
 
Bank Name Product Offered 
Alliance Housing House finance based on Murabaha 
National Bank of Oman House finance, auto finance based on 
Murabaha 
United Finance Company House finance, auto finance based on 
Murabaha 
Auto Finance Company House finance, auto finance based on 
Murabaha 
Muscat Finance Company House finance, auto finance based on 
Murabaha 
Figure 4: list of Banks and Finance Companies offering Islamic products 
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It is worth mentioning that all these solutions are based on the Murabaha mode of 
financing and are structured without Shariah Board, accurate staff or documentation being 
in place. Further, due to the customer demand, banks and financial companies offering 
Islamic products offer them at much higher price due to the difficulties in renewing the 
rates once entering in a Murabaha contract. 
 
Through the interviews conducted with executives from the Central Bank it was clear that 
the Central Bank of Oman does not allow banks to offer Islamic products. This is despite 
the positive outcome of the study conducted by it about the feasibility of implementing 
Islamic Banks in the Omani economy. When asked about the reasons behind the 
restrictions, three main points were stated: 
1. It is a decision made by the existing political regime due to fear of being seen 
as a manifestation of Islamic fundamentalism  
2. The Central Bank restrict it due to lack of experience in this sector 
3. They are not against Islamic financing but against the naming and marketing 
it as an Islamic product. 
 
From the above, it could be said that the Central Bank does not have the final say with 
regard to Islamic banking and that this decision is entirely subject to the existing 
government. Thus, once the government allows banks to offer Islamic products, the same 
will be approved by the Central Bank. However, currently, banks are adopting round ways 
to practice what is known as Islamic finance. Nevertheless, many of their procedures are 
not in complaint with the Shariah law and consumers are obtaining them due to lack of 
knowledge and the need to avoid dealing in interest-based financing due to the fear of 
being in war with God. The reason for this attitude is that banks lack the Islamic vision, 
proper documentation, transparency, accountability, adequate regulations and supervision 
and lack of staff to handle the different financing modes. This in return resulted to deals 
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complying with the Shariah rules on paper only to satisfy customers, the Central Bank of 
Oman and Islamic scholars. 
  
Despite the restriction, the Central Bank of Oman does have some flexibility to Shariah 
products based on Murabaha as long as they don’t market it as an Islamic product. 
However, they still restrict banks from offering other forms of financing such as Ijarah, 
Istisna etc due to the need to book assets in the name of the Bank.   
 
6.6. Requirement to Establish Islamic Banks in Oman:  
 
Even though there are some restrictions on the implementation of Islamic banks, many 
believe that the country will eventually allow banks to offer Islamic products. Once that 
decision is taken the Central Bank will have to ensure that the rules and regulations are 
amended or changed to allow a successful implementation of interest free system. This is 
because, as per Bhatti (2006), changing the banking rules to allow the implementation of 
Islamic finance is not enough since it eventually fails. As per his study the same was 
evident when a case was taken to the Supreme Court in Pakistan and the court passed 
the judgement based on the conventional rules of the country. It is therefore important for 
an interest free financial system to succeed to receive full support from other state 
institutions and to realise that only changing the financial system does not asset in 
implementing and providing Islamic financial solutions. Therefore, to allow Islamic banks to 
operate, the government needs to take the initiative to implement such a system. Also, it 
needs to study the whole system to ensure its successful implementation. Bhatti (2006) 
suggests that other institutions need to be considered in the implementation and that the 
government should not focus on enforcing the Islamic principles in the economic arena 
only to enable a country to have a successful implementation of Islamic banking system. 
Below is a diagram of the sectors that need to be studied and involved when trying to 
implement an interest free system in a country (M. Bhatti, 2006):  
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Figure 5: Interdependent relationship between interest free financial institutions and other 
state institutions. 
 
6.7. Other Challenges in Oman: 
 
Another issue with the implementation of interest free system is the issue of sect. Oman is 
the only country in the Gulf which is based on the Abadha while the others are based on 
either the Sunnah of Shaia sect. This therefore, may be an obstacle in Oman due to the 
lack of qualified Abadha scholars who have enough knowledge to assist banks in 
implementing and innovating Islamic products as most of the existing scholars’ base their 
judgment mainly on the Sunni sect.  Worth mentioning that the differences between these 
sects is not in the core belief and just in the way it is being interpreted and implemented.  
Thus, customers may not put a lot of emphasis on the sect as long as it is Islamic.  
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Yet another issue is the Banking laws. In Islamic finance, banks are more like traders. 
Therefore, the Central Bank of Oman needs to adjust some of its rules to allow Islamic 
Banks to operate as per the Shariah and not base their implementations on the 
documentation signed.  
 
6.8. Summary:  
 
The development and implementation of interest free banking is a complicated task that 
requires a lot of preparation. This is because each country has its own unique history, 
resources, regulations, rules, politics, and belief that lead to its own prerequisites and 
requirements to develop the right conditions for this system.  
 
Currently, Oman does not have the government support or regulations to allow banks to 
offer Islamic products to its clients. However, the Central Bank does allow for limited 
products as long as they are based on the Murabaha concept and is not marketed as a 
Shariah complaint product. Nevertheless, observers believe that the situation will change 
in due course of time.  
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7.1. Introduction:  
 
Banks or financial institutions can offer Shariah compliant products through three options. 
First, they could establish a full-fledged Islamic bank which only offers Shariah Complaint 
products. Second, they can establish a division or what is currently known as a window 
within conventional banks to cater the needs of the people who desire Shariah compliant 
products such as Amanah by HSBC. The last option is to co-operate with another partner 
who has the facilities and requirements to offer Shariah complaint products such as Bristol 
and West with Arab Banking Corporation. No matter the option that a bank decides to 
follow there are two dimensions that need to be examined. First, Banks need to study the 
profitability of the business. Second, they need to ensure that the pre-requisites and 
requirements are achievable and that no political barriers exist. In the case of Islamic 
products, it is believed that this business represents a great opportunity to the Bank to 
expand its customer and product base. At the same time diversify the source of income. 
However, this chapter will focus on the pre-requisites and requirements that BankMuscat 
need to fulfil to be in a position to offer Shariah compliant products.  
 
7.2. Overview about BankMuscat SAOG: 
 
BankMuscat is the largest bank in Oman with its presence in Consumer, Investment, and 
Private Banking, in addition to Project Finance and Asset Management.  The bank was 
established in 1993 as a result of a merger between Bank of Muscat and Al-Ahli Bank. 
Thereafter, the bank went through several mergers. First, in 1999, the Bank merged with 
Commercial Bank of Oman.  In 2001, it merged with Industrial Bank of Oman, a 
specialised bank in industrial and project finance. In 2005 the bank was about to merge 
with National Bank of Oman. However, the deal was cancelled due to certain 
disagreement on some of the terms. The Bank also has three overseas branches in India, 
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Bahrain and a representative office in Dubai. However, to diversify its risk, in 2003, the 
management decided to sell the branch in India and buy shares in Centurion Bank. Also, 
BankMuscat sold its branch in Bahrain to a new holding company Bank Muscat 
International (BMI) in which it has a 49% stake. As the Bank started to spread its network 
within Oman, it started to focus on establishing a strong name for the bank internationally. 
In October 2005 it was the first Omani bank to list on the London Stock Exchange (LSE).   
 
Today BankMuscat has 90 branches in Oman, representative offices in Dubai, a 25.3% 
stake in Centurion Bank of Punjab, 49% stake in BankMuscat International and a branch 
in Saudi Arabia  
 
Looking at the options available, BankMuscat has two options either to establish a window 
within its existing operations or set a separate entity which offers Islamic finance to the 
public. Regardless of the option chosen, the Bank wont be able to market its product as 
Islamic as discussed in the previous chapter. Due to this, the bank should only focus in 
establishing a division which offer what could be called as structured product to cater to 
the Islamic sector. Further, BankMuscat could offer its Shariah complaint products through 
a pre-selected brand which allow people to refer to it as Islamic yet avoid any reference to 
the word Islamic or Shariah to comply with the requirements of the Central Bank. 
 
7.3. Pre-requisites and Requirements to Offer Shariah Complaint product and 
services: 
 
There are set of mandatory conditions to be fulfilled if BankMuscat wishes to offer Islamic 
products to its clients.  
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7.3.1. Mandatory Conditions: 
 
a) Shariah Supervisory Board  
Shariah Board is the key success factor for any Bank as this Board certifies whether 
the underlying transaction is acceptable Islamically. Therefore, the Board should 
consist of trustworthy scholars who are highly qualified to issue fatwa. Fatwa means 
“the opinion of a scholar based on the scholar’s understanding and interpretation of the 
intent of the sources of Islam, combined with that scholar’s knowledge of the subject in 
question” (A. Venardos, 2006). However, the role of the Shariah Board should be 
concurrent with that of the institution itself i.e. it should be formed the moment the 
financial institution is formed. The aim of the Shariah Board is divided into two (IIBI, 
2006): 
 
 Investigator role i.e. the board reviews the operations of the financial 
institution to ensure that they comply with the Shariah 
 Recommendation role i.e. offer constructive and creative recommendations 
for new deals and enable innovative ways of financing.  
 
When approving a new product, the Shariah board analyses each component of the 
structure to identify the possibility of a prohibited feature existing. At the same time, 
they assess the overall terminology, objectives, and the degree of uncertainty and 
ambiguity (M. Hassam el, 2007). This step represents a hurdle in the path of Islamic 
products because when dealing with large corporations, time is crucial for them and 
they cannot delay the financing for Shariah Board’s Approval. This in return results in 
Islamic banks losing several opportunities due to delays in obtaining approvals from 
their board. Due to that we find many banks including Citibank have Shariah 
supervisory who help the bank to clear any ambiguity in a transaction and assist them 
in structuring the deal in a way that is acceptable to the Shariah Board based on their 
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knowledge in Shariah and Finance (Citibank Dubai, 2007). Further, regulatory 
authorities usually set the following rules for a Shariah Board: 
 
 The Board should not constitute less than 3 members to benefit from the 
different views of the members thus enabling creativity and flexibility in 
financing new deals.  
 All members should be highly qualified, experienced and able to issue 
Fatwa.  
 Members should be familiar with both the Shariah rules and finance 
concepts. 
 They should have the ability to structure new deals based on the Shariah 
principles.   
 
Nevertheless, due to the cost involved in establishing Shariah Boards, many banks 
start their operations with a Shariah Supervisory and once the business grows they 
establish a Shariah Board. The same could also be followed by BankMuscat SAOG.  
 
It may be mentioned that shortage of qualified scholars in banking and finance poses 
a huge challenge for BankMuscat to create such Board since several of them are part 
of Shariah Boards for other banks/financial institutions. Further, lack of Abadha 
scholars could pose another challenge for the Bank.  
 
b) Complete segregation of funds: 
Islamic Banks could raise funds through the following modes: 
 
 Murabaha deposits from high net worth investors/ institutions. This could be 
through any of the following account:  
 Lines of credit from Islamic banks/other Islamic financial institutions.  
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 New fund established by Islamic Development Bank, Jeddah for Islamic  
 Trade Finance 
 Arab Trade Financing Program 
 Islamic sukuk issues 
 Equity Capital 
 
However, being a conventional bank, the source of BankMuscat funds is drawn from 
prohibited earnings and in some cases invested in unlawful activities. Nevertheless, 
these funds can be used. This is because as per the Scholars what matters is how the 
fund will be invested and whether these investments are as per the Shariah laws. 
Further, the Scholar Nizam Yaqubi (2006), states that “there is nothing to prevent such 
funds from being purified and cleansed, and subsequently directed to lawful and 
permissible channel”. However, the same is acceptable subject to two conditions. First, 
that the funds are invested as per the Shariah law. Second, the funds used are 
separated from those that do not abide by the Shariah rules and regulations (N. 
Yaqubi, 2007). Therefore, banks need to ensure that they have separate accounts, 
books, and computer programs to ensure full segregation of funds.  
 
Thus, the main thing is to have separate accounts for these funds and to ensure that 
they are not mixed with funds that are based on interest to ensure that profit generated 
is as per Shariah laws. The same has also been approved by HSBC scholars who are 
part of Shariah Board of many other Banks (M. El-Gamal, 1996).   
 
c) Dedicated Management (Mandatory) 
BankMuscat senior management would handle Day to day operations. Therefore, 
BankMuscat need to ensure that the management undertaking the business activities 
are fully convinced with the concept of Islamic financing and fully committed and 
dedicated to it to prevent any deviation from Islamic principles.  If the management is 
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only concerned with the end profit of the bank, they might encourage staff to ignore 
certain procedures which may affect the compliance of the transaction with the Shariah 
laws. 
 
d) Compliance with the standards of the Accounting and Auditing Organisation 
for Islamic Financial Institutions (AAOIFI):  
The Accounting and Auditing Organisation for Islamic Financial Institutions (AAOIFI) 
had issued and published a number of accounting standards as well as auditing 
standards. The reason as per Sheikh Nizam Yaqubi is “that Organisations activities 
are considered a fundamental groundwork which underpin Islamic Banking activities 
by keeping them away from individualism and personal reasoning, and are 
considered collective personal reasoning that is highly important in this vital aspect of 
Islamic economic life”. Therefore, we find many governmental institutions use these 
standards as the main criteria that Islamic banks and financial institutions need to 
comply with to offer Shariah complaint products and services. Thus, the same need 
to be used by BankMuscat to ensure that it covers all rules and regulations needed. 
 
e) Policies and procedures  
BankMuscat is required to prepare policies and procedures for each of its products. 
Moreover, these policies and procedures need to be approved by the Shariah Board/ 
Supervisory in order for the company to commence business. The said policies and 
procedures should address the following points: 
 Procedure of each product 
 The manner on which deals will be approved/rejected. 
 Clear definition of the relationship between the company and the customer 
under each product. 
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It is important to note that the preparation of such documents would consume a 
significant amount of time resulting in more delay in commencing the business.  
 
f) Approval from the Central Bank of Oman: 
As per the regulations of the Central Bank of Oman, any new product offered by any 
Bank in the country requires its approval. This will be applicable for any product offered 
by BankMuscat. As mentioned earlier, the Central Bank so far just accepts deals 
based on the Murabaha structure. Therefore, the bank needs to find a way to structure 
the products to comply with both the Shariah rules and the Central Bank of Oman 
regulations. 
 
7.3.2. Support Factors: 
 
a) Regulatory issues 
 Regularities issues are another important element that BankMuscat needs to look 
into. Some of the things that require attention are corporate and individual tax, laws 
relating to capital and liquidity, equity participation, ownership, supervision and 
regulation authorities and compensation of Board of Directors. Further, if BankMuscat 
decides to offer its Islamic products through its branch in Saudi Arabia or its 
subsidiary in Bahrain, the same needs to be studied with regard to these two 
countries. 
 
b) Technology   
Technology is as important to Islamic Banks as to conventional banks. However, 
finding a system that captures the Islamic principles is hard. Nevertheless, today many 
vendors are competing to find integrated Islamic banking solutions to offer them to 
Islamic institutions. Mainly these systems focus on  
 Profit and loss sharing schemes 
 Financing techniques on permissible profits form trade  
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However, finding modular and modern architecture capable of servicing the needs of 
Shariah remains a difficult task. We therefore, find many Islamic institutions building 
their own internal software in order to solve the basic requirements of Islamic banking 
system. 
 
In view of this, BankMuscat could request it vendor to add extra features to the system 
already purchased to allow it to comply with Shariah principles. Then as business 
grows, it can purchase a more sophisticated system.   
 
However, BankMuscat does not have to provide such a system immediately since it is 
not an important factor to offer Shariah compliant products (Citibank, Dubai, 2007).   
 
c) Knowledgeable Staff 
A key challenge for BankMuscat is to attract expert staff in Islamic financing i.e. staff 
that combine knowledge and understanding of the Shariah with the necessary skills in 
finance. Moreover, the staff needs to have adequate knowledge to develop the 
potential for innovating new products that comply with the Islamic rules. BankMuscat 
could initially depend on the expertise that it has from its subsidiary and as it moves 
forward, it should recruit more specialised and experienced staff 
 
d) Internal Shariah review 
To ensure that the staff comply with the rules and procedures set by the Shariah 
Board, Banks should set an internal Shariah audit committee whose role is to ensure 
full compliance with the procedures set by the Board. The role of the Internal Shariah 
(Internal Audit) would focus on the following tasks: 
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 Review all the procedures followed by the Company to ensure compliance 
with Shariah principles more specifically in accordance with AAOIFI. 
 Submit annual reports to the Board 
 Provide guidance to different divisions of the Company with regard to the 
ways to comply with the Shariah rule.  
 Solve daily issues with regard to the structure of the deals to avoid any 
delays caused by long approval process from the Shariah Board. 
 
e) Professional Lawyers: 
When developing Shariah complaint products, documentation plays an important role in 
the process since any term or condition that might involve uncertainty or reference to 
interest may violate the whole deal. As per Badri (2006) “not having full knowledge with 
the requirements of Shariah could violate these contracts and result in the whole deal 
being invalid”. In addition to this, banks may face the issue of having the terms not in 
conformity with the international laws. Therefore, to avoid the risks that could result from 
this, BankMuscat should put a lot of emphasis on the documentation underpinning the 
Islamic deals. Thus ensure that the selected law firm protects the Bank from any hidden 
risks. The bank could also try to set more standardised documentation to reduce the 
transaction cost per deal.  
 
f) Marketing and promotion Campaign: 
In order for the Bank to succeed, they need to market their products to attract those who 
are interested in the objectives underpinning the Islamic finance. Nevertheless, the bank 
need to ensure that it does not refer to the product as Islamic since the same is restricted 
by the Central Bank of Oman. However, they could initially depend on word of mouth to 
market the product till they develop the brand which only relates to Shariah complaint 
products. Thereafter, it can use different mode of media to promote the products under 
that brand. 
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7.4. Proposed products: 
As mentioned, the Central Bank of Oman does not allow for Islamic products to be offered 
by the existing commercial banks. However, it does allow products based on the 
Murabaha structures. Therefore, BankMuscat could obtain approval for the following 
products: 
 
On the liability side, the Bank could accept funds from clients and invest them as Mudarib 
and return an undetermined profit by the end of each contract. The same should not raise 
any objection from the Central Bank since it is similar to what is being practiced by the 
existing financial sector. However, Banks need to ensure that it does not invest the money 
in unlawful activities. 
 
 On the asset side, BankMuscat could structure its products using the Murabaha structure 
that is being approved by Shariah scholars and accepted by the Central Bank under the 
condition of not marketing it as an Islamic product. Therefore, based on the feasibility and 
credit worthiness of the clients, the bank could use the following structure as a substitute 
for the existing products: 
 
Existing Product Shariah Complaint structure 
Working Capital Murabaha or Tawarruq 
Documentary Credit Murabaha 
Guarantees On commission basis 
Short term loans Murabaha 
 
 
However, the bank will not be able to provide long term financing based on the Murabaha 
structure since the amount is fixed throughout the repayment period. Nevertheless, 
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BankMuscat could pursue the Central Bank to accept the Ijarah structure on the following 
conditions: 
 - Not marketing it as a Shariah compliant product 
 - Having the same treatment as the finance lease. In other words, the Bank 
 books it as a loan in its financials and not as asset i.e. IAS 36. 
 
If approved, this structure could be used as a replacement for medium long-term loans. 
Thereafter, once the Central Bank allows more flexibility with the operations of Islamic 
finance, the Bank could start offering riskier modes of financing.  
 
7.5. Summary:  
 
Islamic Banking presents a new opportunity for BankMuscat to widen its geographical and 
client base, generate extra sources of income and an opportunity to attract high net worth 
investors who are interested in Islamic finance and are currently turning to other banks. 
However, to ensure proper implementation of the same, the Bank needs to comply with 
the requirements set by scholars. Nevertheless, it needs to deal with it with a lot of care 
due to the restriction set by the Central Bank of Oman.  
 
 
 
 
 
 
 
 
 
 
 75 
 
 
 
 
 
 
Chapter 8: 
Challenges and the Future of the 
Islamic Financing Industry 
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8.1. Introduction: 
Despite the experience of Islamic financing over the last 30 years, it did not bring any 
visible change in the economic set up. This in return, resulted in a negative impact on the 
reputation of the Islamic financing where it indicates that the claims of creating distributive 
justice under the umbrella of Islamic banking are exaggerated.  However, this criticism is 
not realistic because of the following reasons (M. Usmani, 2005): 
 
 a. The proportion of Islamic banks to conventional Banks is too small to 
 revolutionise the economy in a short time. Thus, more time is required to see the 
 impact.  
  
 b. Islamic Banks are not normally supported by their governments resulting in high 
 constraints in following the requirements of the Shariah. In addition, we find the 
 taxation and legal systems of many countries do not support Shariah compliant 
 products. As a result, banks are compelled to follow the minimum Shariah law 
 requirements and in some situations these minimum requirements are not 
 achieved 
 
 c. In addition, many banks are entering this industry with the concern of observing 
 the Shariah rules rather than its spirit i.e. not having the Islamic vision.   
 
Therefore, basing the entire Islamic system on profit and loss system is not realistic and 
requires a lot of preparations. This chapter will look at the obstacles and challenges that 
are facing the industry and slowing its developments. Further, the chapter will provide a 
brief description about the future of Islamic finance.  
 
 
 77 
 
8.2. Challenges facing the Islamic Financing Industry: 
 
As mentioned earlier, Islamic Banking is a new venture which is growing tremendously. 
However, there are many obstacles and challenges facing it.  If these challenges are not 
solved, the growth rate may slow down giving rise to a negative impact on the Industry. 
Below is a list of the main challenges that the Islamic Financing Industry is facing. (M. 
Iqbal, 2005): 
 
1. The need for uniform regulatory and legal framework for all Islamic banks 
The main issue with the existing legal framework is that it does not 
recognise the need of Islamic banks. As per Dar (2001) “the problem is how 
to make borrowing firms accountable to the Islamic banks while maintaining 
the formers freedom, incentives and control over production and investment 
decisions”. Therefore, banking regulations need serious overhauling, to 
ease the operations of Islamic banks.  
  
2. The slow pace of innovation. The need for more products based on 
participation. Further, banks need to find solutions to their corporate 
customers along with hedging solutions. This is because banks have 
reached what Siddiqui defines as a level of maturity with the existing 
products being offered and that more risk profit sharing modes are required 
to take the Islamic financing industry forward.  
 
3. The need for sound accounting procedures and standards. The existing 
standards are not adequate because of the different nature and treatment 
of financial instruments. Thus, existing accounting procedures are unable to 
reflect all transactions of Islamic banking in an acceptable manner. 
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However, the Accounting and Auditing Organisation for Islamic Financial 
Institutions (AAOIFI) is putting a lot of effort to standardise the accounting 
procedures in Islamic banks to reach the level of acceptance as the existing 
western accounting standards. Nevertheless, many argue that such 
important implementation is difficult taking into account the fact that they 
are entirely voluntary (Y. Karbhari, 2004).   
 
4. Shortage of trained personnel who can analyse, manage and develop 
innovative products according to Islamic financial instruments. The industry 
is facing an issue of lack of trained staff to take the industry further (Y. 
Karbhari, 2004).  In addition, Islamic banks find recruiting staff with 
knowledge in both Shariah and banking a major issue due to the limited 
number of individuals with such experience.  
 
5. Enforceability of Islamic transaction contracts. As per Asiamoney the 
jurisdiction about these structures are not clear. Since the start of Islamic 
finance no default situation occurred. Therefore, it was never tested to see 
how courts will react to these structures and contracts and whether banks 
will be able to enforce the terms and conditions in these contracts. 
 
6. One of the main challenges for Islamic banks is in its implementation. Till 
date we find many Islamic banks suffer from “financial disequilibria that 
frustrates attempts of adoption of Islamic Banking. In addition, most of 
these banks face the issue of inefficient implementation of its operations 
resulting in high transaction cost (A. Mirskhor, 1997). One of the main 
reasons for this is the lack of standardisation in the products offered by 
these banks, since most of the deals are custom tailored to suit the 
requirements of the client. 
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7. Karbhari (2004) argue that the main challenge that is facing the growth of 
Islamic financing is “that people are not clear about what Islamic banking 
constitutes. He states that the reason for this is caused by Islamic Shariah 
committees’ various interpretations of what is and is not Islamic banking”. In 
addition to this we find many western banks entering this industry to 
compete with existing Islamic banks and to maintain their relationship with 
big corporations. Thus, the underpinning objectives of Islamic banks are not 
their concern and the only fear is how to maintain and increase their profit.    
 
8. As per Rasheed M Al-Maraj, Governor, Central Bank of Bahrain “As far as I 
am concerned as a regulator, as long as products are in full compliance 
with Shariah, and comply with all regulatory requirements, I don’t think I 
have any problem. As I regulator I don’t have any judgement whether this 
fits within the strict principles of Islamic banking or not” (Asiamoney, 2007). 
Such attitude could be considered a danger on the future of the Islamic 
financing. It could also result in Banks complying with the written 
requirements where the practices differ. It is therefore, important to have 
the employees understand the objectives of Islamic laws and to believe in it 
to take it seriously and add extra care when practicing it.  
 
It is therefore believed that if the Industry was able to gradually overcome the above 
challenges, it will be able to play a significant role in the future. As per a study conducted 
by Citibank, if the industry develop new products, educate their customers about the 
different modes available and promote these products, it will obtain significant market 
share that will lead to “improvements in the product range and risk and return profile by 
2016” (Citibank Dubai, 2007). Thereafter, if the industry improve and develop new Banking 
and legal laws, the Industry will dominant the market and this will “lead to new products 
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and practices that conforms more to the higher ideals of Islamic Economic by 2035” 
(Citibank Dubai, 2007). 
From this, it could be said that such system could maintain and further develop if banks 
work on overcoming the difficulties they are facing.  
 
8.3. Summary: 
 
Islamic banking has grown significantly over the last 30 years. However, there are other 
challenges and difficulties that the industry needs to focus on to move forward to achieve 
better heights.  
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Chapter 9: 
Conclusion 
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9.1. Conclusion:  
 
The last two decades have witnessed the emergence of Islamic Banking as a viable 
banking system. Since 1970s, Islamic banks have continued to grow in size and in 
numbers. Its main objective is to achieve social and economic development through the 
delivery of financial products and services in line with the principles and teaching of Islam 
mainly the prohibition of payment and receipt of interest. Today, Islamic banks operate in 
more than sixty countries; most of them are in the Middle East and Asia (T. Yousef, 2000). 
Most of these countries operate in a dual system where both Islamic and conventional 
financing are offered. The growth rate of Islamic banks has been significant at a rate of 
15% -20% per year with many international banks offering Shariah Compliant products 
and services. Nevertheless, they still represent a small fraction when compared to the 
existing Banking system. 
 
In this dissertation, we found that there is a strong relation between the religion of Islam 
and the financial sector. Besides, the fundamental belief of Muslims is that Islam provides 
a complete set of guidance for organising human activity in all spheres of life. Examining 
the principles underpinning the Islamic Finance, it is clear that Islam “teaches us that 
money should be channelled toward the real economy, the production of real goods and 
services and not the financial economy such as hedge funds and derivatives. In other 
words, it keeps us in touch with the real economy and away from speculation” (A. Siddiqui, 
2006). Additionally, it focuses on developing an economy that is highly productive and 
satisfies the need of mankind which differentiate it from both capitalist and socialist forms 
of economic. However, when examining the performance of these banks and how 
successful they are in promoting the Islamic economy, the answer is contradictory. 
Considering how Islamic banks manage to enter the Market and establish a system that 
follows the Shariah principles represents a great achievement especially for Muslims who 
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favour an interest free economy. Further, Islamic Banks have managed to distinguish itself 
from conventional banks and be noticed in the International Market. However, while 
analysing the practice of these banks, unfortunately, we found that banks base their 
financing on mark- up instruments where the principles underpinning Islamic economy 
cannot be translated into reality unless banks increase the use of profit and loss sharing 
mode of financing. Therefore, despite the difficulties in implementing instruments based on 
profit and loss sharing, Banks should put more effort and gradually move toward the use of 
Musharaka and Mudaraba to achieve the ideal Islamic financing system.  
 
The second part of the dissertation looked at the development of Islamic Banking in Oman. 
As per the interviews conducted, Oman does not allow Banks to offer Islamic products to 
their clients. This restriction is political and based on a decision made by the existing 
government. Nevertheless, we found that few Banks have started offering products based 
on the purchase and sell structure which is the Murabaha mode of financing. The same 
was also approved by the Central Bank of Oman on the condition that the product won’t be 
marketed as Islamic. The acceptance of such structure by the Central Bank represents a 
good start towards the possibility of allowing other Shariah compliant structures. 
Observers believe that with such a step, Oman will allow Banks to offer interest free 
products. However; it will take some time due to lack of experience in this sector and other 
political issues. 
 
To conclude, Islamic Banks present an exciting phenomenon in the Banking Industry. To 
ensure its growth, Islamic banks need to design and implement viable services and 
products, recruit knowledgeable and competent staff and obtain more support from the 
government.  Once this is obtained, Islamic Banks can be operated efficiently and obtain a 
large market share in the Banking Industry. 
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Annexure 1 
Participants from Central Bank of Oman: 
 Assistant Manager, Banking Development Department (3) 
 Executive Secretary (1) 
 An appointment with the Vice President was cancelled due to the sensitivity 
of the issue 
 
Participants from Citibank, Dubai: 
 Vice President, Head of Islamic Control  (1) 
 Management Associate, Corporate and Investment Banking (1) 
 Vice President, Head of Distribution (1) 
 Assistant Manager (3) 
 
 
 
Note: Numbers in the brackets present the number of people interviewed.  
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Annexure 2 
 
INTERVIEW 1; 
With Assistant Manager at the Central Bank of Oman 
 
 
Q: My name is Wafa Al Ajmi…I am doing my Master in the UK…Currently am working on 
my dissertation which is about Islamic Banking in Oman. To start with, could you please 
tell me how does the Central Bank view the concept of Islamic Banking? 
 
A: Islamic banking is a growing industry. You find many banks establishing either an 
Islamic division or operating through a separate entity. It is an industry that is expected to 
grow especially in the Middle East.  
 
Q: During my work in BankMuscat, we have received a lot of requests for Islamic finance. 
However, the same could not be offered due to restrictions from the Central Bank. Could 
you indicate the reasons behind these restrictions?  
 
A: The Central Bank does not mind Banks offering Islamic products, however, these are 
political restriction which we cant go against and once we get the approval to allow Islamic 
financing we will allow banks to offer it.   
 
Q: Do you know what is behind this rejection? 
 
A: It could be because the existing political regime does not wish to be looked at as 
Islamic fundamentalism. Further, there are doubts about what’s being offered by these 
Banks and whether it’s really Islamic.  
 
Q: Despite the restriction, we find few banks and finance companies offering Shariah 
complaint products. What could you say about that? 
 
A: Those banks have approached the Central Bank to offer purchase and sell mode of 
financing. However, the same was obtained on the condition that these banks don’t market 
the product as Islamic instead as a structured loan.  
 
Q: Is there a list for the products that the Central Bank would approve? 
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A: Such approval is for limited product. However, we do not have a list. Each case it look 
at separately and a decision is then made.  
 
Q: Do you think that Oman will eventually allow banks/financial institutions to offer Islamic 
instruments to its customers.  
 
A: Umm….Maybe! 
 
Q: Have the Central Bank conducted a feasibility study about offering Islamic products in 
Oman and if yes what was the recommendations? 
 
A: Yes we did, the recommendation of course was to implement it however as I mentioned 
the final decision is up to the existing political regime.  
 
Q: Would you like to add any further comments? 
 
A: No 
 
Q: thanks a lot for giving this time and I appreciate your help 
 
A: you welcome.  
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INTERVIEW 2;  
With Shariah Supervisor at Citibank, Dubai;: 
 
Q: My name is Wafa Al Ajmi…I am doing my Master in the UK…Currently am working on 
my dissertation which is about Islamic Banking in Oman. To start with, could you please 
tell me what the main characteristic of any Islamic instruments are? 
 
A: The main characteristic is that it does not deal with interest, avoid ambiguity and 
unlawful activities.  
 
Q: what are the main instruments available? 
 
A: Financial instruments are divided into two main categories: mark up such as Murabaha, 
Ijarah and profit and loss sharing mode of finance such as Musharaka and Mudaraba.  
 
Q: We find most of the deals are based on the Murabaha instruments. However, many 
scholars see it as a temporary instrument but the same is not viewed by the bankers.  
 
A: that’s right banks depend highly on Murabaha mode of financing. This is due to the 
limited risk associated with this structure and the similarity to the existing loans.  However, 
we now see them moving towards profit and loss sharing structures such as Musharaka 
and Mudaraba. 
 
Q: Many scholars argue that the Libor rates could be used as long as it’s treated as a 
benchmark? What is meant by that? And could you provide the justification for basing the 
rates on the interest rates used by the conventional banks? 
 
A: As you may be aware there isn’t any other international benchmark that a bank can 
relate to, to value the cost of funds and appropriate profit, therefore, scholars have agreed 
for the use of it till alternative is available. Further, there isn’t any objection of having the 
same outcome as the conventional loans as long as it follows a structure that it being 
accepted by the Shariah board.  
 
Q: In some of the Islamic instruments it requires that the bank take some responsibilities. 
However, in practice we find most of these risks are passed to the client. How would you 
view this practice and is it acceptable under Shariah? 
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A: The bank does transfer some of the risks to the customer however, their still remain 
some risk which are not transferable such as default risk. Therefore, the bank does 
maintain certain risk. In addition, we cannot expect the bank to take for example the 
maintenance risk since it does not deal in real estate business. 
 
Q: Do you face any difficulties to obtain an acceptance for a product and how long does it 
take.  
 
A: Since the board members are part of other boards, obtaining approvals usually take 
some time. However, small issue are usually handled by the Shariah supervision 
department and then are rectified at later date.  
 
Q: How does the bank deal with the difference between the scholars view about a product? 
 
A: In the event of disagreement, the Board make a decision on the basis of majority.  
 
Q: How do you ensure that the procedures are followed by the bankers since any small 
change in the process could change the validity of the deal? 
 
A: As a Shariah supervisor my job is to ensure that the procedures in each deals complies 
with the rules and regulations set by the Shariah Board. Therefore, each transaction that is 
conducted by the Bank passes by me before processing to ensure its compliance. Thus, 
my job is similar to the auditors in conventional banks.  
 
Q: Many argue that Banks are fooling their customers by the names of the products where 
the actual thing is just a normal conventional product? What would you say about that? 
 
A: I think that’s not accurate. We are for sure not offering the perfect solutions as of now. 
But a lot of effort is being put to offer the best solutions with the existing challenges.  
 
Q: Some argue that Scholars are trying to satisfy the requirement of the Banks they are 
supervising and that a lot of simplification is being provided to ease the operations of 
Islamic banks for example Tawarruq? What would you say about that? 
 
A: It shouldn’t be looked at that way. The way I see it is that the Shariah scholars are 
developing new products which assist banks to offer wider range of products to their 
clients. This is a good thing since it allows for innovation and creativity. Further, individuals 
should not only focus on the outcome of the structure but the way its structured to see the 
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difference. We should also remember that it’s a thin line that distinguishes something from 
being acceptable or not Islamically.  
 
With regard to Tawarruq, scholars know that this is not the best solution. However, there is 
a need for cash by the clients and this is the only structure that allows it. However, the 
same have been accepted under the condition that its used for urgent matters only.  
 
Q: One of the objectives underpinning Islamic Banking is to achieve social justice. Do you 
think that this is being achieved with the existing implementation of Islamic banking. 
 
A: Unfortunately not yet. However, I know two former CEO of Amanah who are currently 
working on establishing Islamic banks that focuses on the social attribute of the Islamic 
finance. Thus, the industry is moving slowly towards what could be called as the perfect 
Islamic Banking system.  
 
Q: from your point of view what are the requirements to establish an Islamic Bank? 
 
A: As per our scholar Nizam Yaqubi the main points are: 
- Complete Segregation of funds 
- Shariah Supervisory Board 
- Management fully convinced of Islamic concept  
- Safeguard Muslim investors funds against negligence and fraud 
- Compliance with the standards of the accounting and auditing organisation for 
Islamic financial Institution.  
 
Q: Would you like to add any further comments? 
 
A: Islamic banking is a growing industry. It is not perfect as yet but it is moving slowly 
towards it.  
 
Q: I would like to take this opportunity to thank you for your help. 
                               
 
  
